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An analysis of underlying factors in the money market. 
y ying 


Tight Money: Causes, 


HF 
so? | 


Consequences, and Outlook 


ONEY is tight and getting tighter. This 

is a new and strange phenomenon for 
most bankers and businessmen. It is hard to 
believe that the prime rate, which stayed at 
1% per cent for more than 14 years—from 
October 1933 to December 1947—has in- 
creased more than 100 per cent in less than 
two years and now promises to increase still 
more! 

There are many reasons for the great in- 
crease in the demard for money since the 
stagnant days of the ’30’s. To cite but a few 
over-all increases in demand, consider the 
increases since 1939: 

1. In personal income, from $72.9 billion to 
$327 billion, which is an increase of 349 
per cent. 

2. In personal taxes paid, from $2.4 billion 
to $38.8 billion, which is an increase of 
1517 per cent. 

3. In the cost of living, from an index of 
59.4 to 117.1, which is an increase of 97 
per cent. 

4. In the standard of living, an estimated 
increase of 25 per cent (which, obviously, 
seems far too low). 

5. In total new construction, from $8.2 bil- 
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lion to $43.9 billion, which is an increase 
of 435 per cent. 

6. In expenditures by manufacturers for 
new plant and equipment, from $1.94 
billion to $16.87 billion, which is an in- 
crease of 770 per cent. 

As these and many other figures indicate, 
in the period since the thirties there has been, 
literally, an explosion in the demand for 
money and capital. But the money stringency 
didn’t start until early 1955, and by far the 
greater part of the great increase in demand 
came before 1955! The answer is that an 
increase in the turnover of the money supply, 
an increase in the currency outside banks 
from $6.4 billion to $27.9 billion, and an 
increase in demand deposits (the modern 
money supply) from $29.7 billion to $106.6 
billion took care of the great increase in 
demand until the end of 1954; but since then, 
not only has there been no expansion of the 
money supply, it has actually decreased! 


Basic Economic Principles 


As the demands for both bank credit and 
capital are outrunning the supply, it will be 
helpful to look at the principles underlying 
supply and demand in these fields. These basic 
principles, simply stated, are: 

1. The supply of savings (capital) is in- 

elastic. 

2. The demand for savings (capital) is 

highly elastic. 
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3. The supply of bank credit is elastic, but 
limited. 

4. The demand for bank credit is elastic, 
but unlimited. 

Applying these principles, since the end of 
Worid War II there has been an almost con- 
tinuous excess of investment demand over the 
supply of cash savings. As a people, we wanted 
new automobiles amd new houses; we wanted 
shiny new, all-steel kitchens and new hos- 
pitals; we wanted new schools and new roads; 
we also wanted a higher standard of living 
and, thus, could not save enough to pay for 
all of these new things. In short, we wanted 
“to have our cake and eat it, too.” And, for 
quite a while, we were able to do this very 
thing through the expansion of bank credit. 

As bank loans had fallen to very low levels 
in the Great Depression of the 1930’s, there 
was room for sufficient expansion to cover the 
excess of demand over supply until 1955. In 
fact, the great expansion of bank loans from 
$26 billion at the end of the War to the pres- 
ent $87 billion absorbed this excess so 
smoothly and handily that it gave rise to sev- 
eral dangerous fallacies. 

The more important of these misconcep- 
tions were: 

1. That voluntary saving was no longer 
the prerequisite and bedrock of capital- 
istic progress; 

2. That bank credit could be permanently 
substituted for the true capital accumu- 
lated by saving; 

3. That the limits of bank credit expansion 
were so remote they could be dis- 
regarded. 

Unfortunately, these fallacies have all ex- 
ploded at the same time. Everyone is fighting 
for the flow of savings. Liquidity—current as 
well as ultimate—of lenders, as well as bor- 
rowers, is becoming of growing concern. And, 
the limits of bank credit expansion under 
present conditions are being sorely pushed. 


Demand Has Upset the Applecart 
Even though bank credit has been enor- 
mously expanded, higher prices, higher wage 


levels, heavy expenditures for public works, 
heavy real estate financing, record-breaking 
capital expansion, tax-payment acceleration, 
inventory accumulation, and the general high 
level of business activity have caused demand 
to outrun supply. Putting it bluntly, there is 
no “shortage” of credit—no one has “taken it 
away”—but there is a seemingly insatiable 
demand for it. In short, it is soaring demand 
which has upset the applecart! 

It cannot be emphasized too strongly that 
the current tight-money pressure is the result 
of demand factors, and that the commercial 
banks have done far more than their share 
on the supply side. Nor is tight money the 
invention of the Federal Reserve banks. They 
have not reduced member bank reserves; on 
the contrary, they have increased them. They 
have simply stopped increasing reserves at a 
rate which would permit a continuation of 
the expansion of demand for goods, raw ma- 
terials and labor that are not available in the 
market and thus could only cause higher 
prices, that is, inflation. 

To their eternal credit, the Federal Reserve 
authorities are determined to prevent the 
boom in business activity and prices from 
reaching dangerously high levels, which might 
cause serious trouble later on. This laudable, 
but unfortunately thankless, effort merits the 
active and unqualified support of all, whether 
bankers, businessmen, or citizens. 


Consequences of Tight Money 


The consequences of the tight money of 
recent months are far-reaching and deep- 
seated. Some of the more important effects of 
the tight money pressure under the prevailing 
conditions of credit restraint warrant close 
analysis. 

Impact on banking: Between January 1, 
1955 and August 29, 1956, the commercial 
banks were forced to sell $12 billion of gov- 
ernment obligations in order to increase their 
loans by $17 billion. Because of the substan- 
tial loss involved in the sale of the longer- 
term issues, the banks sold Treasury bills and 
certificates so far as possible. As a result, the 
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ratio of Treasury bills and certificates to de- 
posits has dropped to around 1 per cent for 
Reserve city member banks and to less than 
2 per cent for all member banks. Tight money 
has, thus, sharply decreased the liquidity of 
our banks. 

This decline in liquidity and the sharp in- 
crease in risk assets to deposits ratios have 
forced all banks to adopt a more cautious loan 
policy. 

Impact on the bond market: As govern- 
ment bonds have again broken 90, and tax- 
exempts are at the lowest level in 17 years, 
the impact of tight money on the bond mar- 
ket is obvious. 

Impact on corporate liquidity: The sharp 
drop in the ratio of cash and government 
securities to current liabilities (debts payable 
within one year or less) from 91 per cent on 
June 30, 1946 to only 48 per cent on June 30 
of this year reflects the pressure on corporate 
liquidity—and, of course, it has undoubtedly 
dropped still further since then. 

Impact on Capital Expenditures: The higher 
rates on corporate bonds have caused corpora- 
tions to reduce or postpone bond issues, and 
thus will have an adverse effect on capital 
expenditures. This effect was not marked so 
long as the corporations could obtain credit 
from the banks; but now that availability of 
credit as well as the cost is a problem, the 
pressure on capital expenditures will increase. 

Tight money has also caused municipalities 
and public agencies to postpone, or reduce, 
their public works programs. In many in- 
stances, such borrowers, in an effort to avoid 
paying the prevailing high rates in the bond 
market, have turned to their local banks to 
finance capital needs on a temporary basis 
with short-term money. Now that such bor- 
rowing for capital purposes is very difficult, 
adverse pressure on such expenditures must 
be expected. 

Impact on real estate: Tight money has 
naturally had an adverse effect on real estate. 
It is much more difficult to obtain construc- 
tion loans and mortgage money than it was a 
year ago. Commercial banks are no longer 
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interested in “warehousing” mortgages; they 
have practically stopped buying mortgages; 
and they have become quite conservative in 
the extension of construction loans. This prob- 
lem of financing is bound to have an adverse 
effect on the sale and value of both old and 
new houses. It has already had a serious effect 
on the number of home starts, which have 
dropped more than 20 per cent. This, in turn, 
has affected the building materials industry, 
particularly lumber. 

Impact on the sale of durable goods: Tight 
money is having an adverse effect on the sale 
of consumer durable goods. The sale of the 
larger appliances is not particularly good; and 
it is highly doubtful that the rosy sales pre- 
dictions made by some automobile executives 
for the 1957 model will be realized. 

Impact on the smaller concerns: ‘Tight 
money inevitably hits the smaller and margi- 
nal concerns harder than the larger ones. Al- 
though such concerns have increased costs, 
they find it very difficult to increase their bor- 
rowing at the banks. In fact, their lines of 
credit, in general, have been reduced. Many 
have even been forced to resort to higher rate 
non-bank lenders, which further increases 
their costs. As might be expected, the failure 
rate of such concerns is rising. 


What Can Be Done About 
the Tight Money? 


Well, what can be done about the tight 
money? 

The monetary authorities could reduce re- 
serve requirements, which are very high his- 
torically, or they could supply reserves on a 
consequential basis through open market op- 
erations. But neither is likely with prices 
rising and the threat of inflation increasing. 

The government could use the 1956 calen- 
dar year surplus of some $6 billion and the 
prospective 1957 calendar year surplus of a 
like amount to retire non-bank-held debt. If 
this is done instead of increasing expenditures, 
it should have a very favorable effect on the 
money market. 

Corporations and public agencies could trim 


their capital expenditures to fit our ability to 
finance them on a non-inflationary basis. We 
may need $200 billion of public works ex- 
penditures for roads, hospitals and schools, as 
a government representative told the Invest- 
ment Bankers Association on November 25, 
but if we do not have the savings to finance 
them on a sound basis, we should forego them. 
It would not be the first time that we could 
not afford all that we need. Moreover, the one 
thing that we cannot afford is the inflation 
that is inevitable if we insist on living beyond 
our means. 

Labor can help by increasing productivity 
and refraining from giving further impetus to 
the wage-price spiral. Obviously, a conse- 
quential reduction in prices would solve the 
so-called shortage of money in a hurry! 

Individuals can help solve the imbalance in 
the money and capital markets by spending 
less and saving more. This would have a 
double beneficial effect, as it would relieve the 
upward pressure on prices and would supply 
the capital for a sound non-inflationary ex- 
pansion of our facilities and economy. 


The Outlook for Money and 
Credit 


As a relaxation in the credit restraint poli- 
cies of the Reserve authorities is not likely so 
long as the current inflationary pressures per- 
sist, and as no consequential changes in the 
basic supply and demand factors seem likely 


in the immediate future, it follows that the 
money market will remain tight. In fact, not 
only will money rates remain high in the im- 
mediate future, they may even go higher than 
the present level. 

But it now seems clear that the pressure of 
tight money will bring the boom to an end 
sooner than was expected a few weeks ago. 
Already a considerable volume of new con- 
struction has been abandoned in the planning 
stage because construction loans could not be 
obtained. This has occurred even in cases 
where builders had commitments for perma- 
nent mortgages. It follows that housing starts 
are bound to decline further, and that the 
volume of public works, particularly school 
construction, will be reduced. Also, tight 
money, sooner or later, is bound to have an 
adverse effect on the stock market and on 
capital expenditures. These developments will 
certainly cause a reappraisal of public, cor- 
porate, and private spending. 

Once the boom trend in business activity 
and the upward trend in prices come to an 
end, money will be easy again. To the ease 
flowing from these changes in basic factors 
will be added the further ease of a reversal in 
Federal Reserve policy. The key, then, to the 
future of interest rates is the rate of business 
activity and the behavior of prices. By watch- 
ing them, you can be forewarned—and fore- 
warned is forearmed. 


NEW THINGS TO COME 
1. A new machine stabilizes textile fabrics against shrinkage, mechanically instead of 


chemically. 


3. A new trailer, for use on railroad tracks or highways, has two sets of wheels. Either 
can be raised or lowered and, when on tracks, the trailer can be intermixed with 


regular freight cars. 


12. Locked automobiles can be ventilated by the use of a metal grille that fits above the 


glass of a half-open window. 


14. After testing over 5,000 chemicals, one has been found that will kill the sea lamprey 
in all seasons without apparent harm to fish, birds, or mammals. If used successfully, 
it is estimated that the Great Lakes could be restocked with trout by 1960. 
—Looking Ahead, Vol. XIII, No. 9. Published by Second Bank-State Street 
Trust Company, 111 Franklin Street, Boston 6, Massachusetts—which will 
send information about these items, if you write to the bank, giving the 
number of the issue and of the item. 


ichigan Business Review 


J 


JANUARY, 


|| Az analysis of an important new tool of research. 


The Importance of Sample Survey 
Statistics for Economic Research 


YSTEMATIC collection of data from 

populations, or samples of populations, 
through the use of personal interviews or 
other data-collection devices has been carried 
out on a large scale over a period of several 
years by both governmental and private 
groups. Most such surveys have been con- 
ducted to obtain data needed for administra- 
tive purposes or for market research. Several 
economic researchers have used such data in 
more basic economic research, but we have 
yet to achieve a really effective linkage be- 
tween this highly important new tool and a 
substantial number of economic researchers. 
This paper will try to promote a more effective 
linkage by showing the great importance of 
sample survey statistics for economic research. 


Better Prediction Needed 


That wise economic decisions are needed at 
all levels in our economic system is obvious. 
Failure of households, firms, labor unions, and 
governmental units intelligently to adjust their 


1For a good discussion of sample surveys see, “The 
Sample Survey: A Technique for Social-Science 
Research,” by A. Angus Campbell and George 
Katona in Research Methods in the Behavioral 
Sciences, edited by Leon Festinger and Daniel Katz, 
Dryden Press, New York, 1953. 
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actions to the needs and realities of changing 
circumstances inevitably results in economic 
misfortune. The forms such misfortune may 
take are legion—including loss of profits, 
bankruptcies, unemployment, unstable prices, 
misallocation of resources, and failure to 
achieve reasonable economic growth and at- 
tainable standards of living. 

Achievement of wise decisions undoubtedly 
requires wise human beings to make them. Let 
us hope we have them in adequate numbers— 
for we have not yet learned how to transmute 
fools into wise men. But even wise men cannot 
make wise economic decisions on the basis of 
incorrect beliefs about the consequences of 
actions taken by themselves or by others. 


Successful Prediction Requires 
Knowledge 


Our economic system is a complicated 
structure containing millions of interacting, 
decision-making units. Success in prediction 
requires knowledge about elemental decision- 
making units such as households and firms— 
how they behave, how they respond to changes 
in their situations, and how they interact. 
Some types of decisions can be made on the 
basis of fragmentary knowledge of the system 
as a whole, while other types of decisions 
require a considerable body of knowledge 
about the system. In this latter class are all 
decisions which relate to, or depend upon, 
broad aggregates, such as national or regional 
income, employment, or price levels. This type 


of thing is clearly a product of the interaction 
of households, firms, and governmental units. 

Granted that considerable knowledge is 
needed about firms, households, governmental 
units, and their interaction, how adequate is 
existing knowledge? 

The fact of the matter is that our existing 
knowledge is woefully inadequate. Not more 
than a small minority of firms are able to 
predict accurately their future sales for even 
six months to a year. Longer run forecasting 
of demand must frequently be made and acted 
on, but is very inaccurate. Firms have a vital 
stake in knowing the relation between such 
things as their product offerings, prices, sales 
effort, etc., and the subsequent sale of their 
products. However, little is known about these 
matters. 

Our system has the important merit that it 
can function even though firms are unable to 
predict accurately the demands for their pro- 
ducts or the relationship of these demands to 
those variables within their control. But a 
heavy human and material price is paid for 
such ignorance, in terms of the large number 
of business failures and the large number of 
business mistakes and missed opportunities 
resulting in misallocation of effort and re- 
sources. 


Decisions Based on Predictions 


Households have a heavy stake in accurate 
predictions of future job opportunities, both 
in terms of required training and in terms of 
location. At present, individual choices with 
respect to education and location could be 
improved by a better knowledge of current 
job opportunities; even so, little, if any, intel- 
ligent account can be taken of future needs 
five to ten years in the future. And yet, even 
ten years is not an unreasonable period for a 
young person starting his college education to 
be vitally interested in. It is not even a long 
period for a person buying a house to be 
interested in. 

Local and state governmental units must 
make many decisions, the wisdom of which will 
depend on what happens to local incomes, 
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population size, population age distribution, 
population location, industrial location and 
composition, etc. Yet uncertainty of future 
needs is the keynote even when faced with 
prediction of school or road requirements five 
years in the future. 

The Federal Government has accepted the 
responsibility of maintaining economic stabil- 
ity and growth. Some of the instruments at 
its disposal are direct in their effect and 
others are very indirect. In general, we Ameri- 
cans have a strong preference for indirect 
rather than direct controls, since these are 
more compatible with a system which is 
strong because it maintains and promotes the 
existence of many and widely dispersed deci- 
sion-making units. However, our knowledge 
about the effects of indirect measures of con- 
trol such as reside in the government’s powers 
of taxation, spending, management of its as- 
sets, and monetary control is woefully inade- 
quate. We still debate about such fundamental 
things as the direction of effect of many 
actions and we have little knowledge about 
the magnitude and timing of effects. 


Decision-Making Units Must Be Studied 

If an engineer were given the job of pre- 
dicting how a complicated electrical network 
would respond as numerous inputs and out- 
puts are varied, he would want to know the 
components contained in the system, the way 
in which they are interconnected, and the 
operating characteristics of the individual 
components. If he were denied this informa- 
tion and given only very aggregative time 
series data about total electric consumption, 
total power produced, average voltage in the 
system, etc., he might not regard the problem 
as completely insoluble, but he would cer- 
tainly feel like he was working with a blind- 
fold on and both hands tied behind his back. 

The economic system is not closely analo- 
gous to an electrical network, but it is a 
complicated system involving millions of inter- 
acting components. These components carry 
out actions which influence other units and 
in turn they are influenced by the behavior 
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of other units. The behavior of individual 
components is influenced by the nature and 
previous experience of the component. A speci- 
fication of these relations could be called the 
operating characteristics of the component. 

The basic components of the system are 
decision-making units such as_ individuals, 
households, firms, labor unions, and govern- 
mental units. It may not be impossible to 
learn something about the way such a system 
behaves and responds from highly aggregative 
time series of income, employment, prices, etc., 
but just because the system is more compli- 
cated than our electrical network does not 
make it easier to make correct predictions, nor 
does it make a thorough knowledge of the 
operating characteristics of the components 
less essential. In any case, given our rather 
dismal failure in prediction while relying pri- 
marily on knowledge gleaned from highly 
aggregative time series, we have no recourse 
but to learn more about the components and 
the way they interact. 


Methods of Scientific Study 


To gain a better understanding of the way 
in which components such as households and 
firms respond, behave, and interact, requires 
intensive scientific research—both coopera- 
tive and individual—by scientists from many 
disciplines. The future direction which this 
research will take may be difficult to chart, 
but some features about data requirements 
are fairly evident. 

To learn about the operating characteristics 
of any component or unit, one would like to 
observe the behavioral or dependent variables 
of interest and to vary possible stimuli, or 
what I shall refer to as explanatory variables, 
first one at a time, in a variety of time pat- 
terns, and then in various combinations. Given 
enough such experiments, it should be possible 
to discover the important explanatory var- 
iables, as well as how their variations over 
time are related to the variations over time of 
the dependent variables. 

In so far as experiments of the above type 
are feasible, we should carry them out. How- 


67 


ever, given the nature of the units, the size 
of potential research resources, and the limita- 
tions imposed by our ethical beliefs, it seems 
clear that only a small part of the needed 
knowledge will be gained from planned experi- 
mentation. 

Instead, we must make use of experiments 
which are conducted for us by the economic 
system itself. We must search out situations 
in which possible explanatory variables vary 
in something like the way we would have 
liked them to vary in an experiment. For each 
unit studied we must observe these possible 
explanatory variables and we also must ob- 
serve the behavior or response of the same 
units. 

Since we are not entirely sure which var- 
iables are relevant or how they are relevant, 
we must be able to measure a wide variety of 
possible explanatory variables for each unit 
studied. Furthermore, since responses are 
likely to lag behind the explanatory variables, 
we need to measure, at different points in time, 
a wide variety of variables relating to each 
unit studied. 

One other data requirement is that it must 
be possible to adapt rather quickly the collec- 
tion of data to changing research require- 
ments. Hypotheses must be formulated; data 
appropriate for testing must be collected and 
evaluated; hypotheses must then be modified 
or new hypotheses introduced; data appro- 
priate for testing these hypotheses must be 
obtained; and so on. This continual cycle of 
hypothesis formation and testing is common 
to all scientific research, and demands a data 
collection instrument which is highly respon- 
sive to changing research needs. 


Sample Survey Methods Are Essential 


Since experimental techniques are largely 
out of the question, we are left with the al- 
ternative of using sample survey methods to 
obtain data which are needed, or of relying 
primarily on use of data which are collected 
for administrative purposes by governmental 
agencies. With certain exceptions, data now 
collected by governmental agencies are of lim- 
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ited usefulness for the research which is 
needed on the behavior of households and 
firms and other component parts of our eco- 
nomic system. 

One reason for this is that the data are 
collected and processed in such a way that 
almost all connection is lost with identifiable 
households and firms. Instead, aggregate fig- 
ures are sought and these are pieced together 
from many sources. For example, it may be 
that from the National Income Data accurate 
measures are obtained of aggregate income. It 
also may be that accurate measures are ob- 
tained of aggregate consumption expenditures 
classified by type of good. But there is no way 
of using these data to test hypotheses about 
the relation of household consumption expen- 
ditures to household incomes except by incor- 
rectly assuming that all households in the 
United States are homogeneous in their re- 
sponse to income. 

And if one wishes to test hypotheses about 
the influence upon consumption of children, 
existing stock of durables, debts, monetary 
assets, home ownership, income change, inter- 
val since marziage, attitudes, intentions, ex- 
pectations, location, age, retirement, social 
background and environment, advertisement, 
occupation, source of income, capital gains, 
etc., one is reduced to the absurdity of obtain- 
ing aggregate United States time series on 
these variables and then seeking to test some- 
thing by relating those aggregate time series 
to aggregate consumption figures. 


The Household Sector 


The best that could be claimed for aggregate 
data is that, while such a procedure would not 
lead to new knowledge about such basic com- 
ponents of our system as households, it might 
lead to useful knowledge about a very large 
unit called the household sector. 

This is plausible, but there are several 
reasons why the prospects of such an approach 
are not promising. We already have the dis- 
appointing experience of the last twenty years. 
During this period many substantial efforts 
have been made to build a useful model of. the 


United States economy in terms of large units 
such as the household sector, etc. Indeed, this 
has been the main line of approach of most 
business cycle theories. The resulting models 
have been of very limited usefulness for pre- 
diction. 

It also seems clear that a unit such as the 
household sector is enormously more compli- 
cated than its components since its behavior 
is the sum result of the interaction at many 
levels of the component households with each 
other and with other sectors of the economy. 
Nor is it even clear that the household sector 
is a component of the entire economy in any- 
thing but a definitional sense. Its members 
are certainly non-homogeneous, they do not 
interact with the rest of the economy as a 
single unit, and they are not really complete 
decision-making units since not all of the 
activities of real households are in fact lumped 
together in the so-called household sector. In 
addition, many of the activities associated 
with the household sector are in fact the 
activity of various kinds of firms. 

Finally, even if the household sector were 
a potentially useful, fundamental building 
block for incorporation into a model of the 
economic system, there are solid reasons why 
hypotheses about its operating characteristics 
are difficult—or impossible—to test on the 
basis of aggregative time series. 

The position we are left in, then, is that 
to get a more useful model of the United 
States economy we need to investigate the 
behavior and interaction of its fundamental 
components. To do this, we need to be able 
to measure a substantial number of input and 
output variables at successive time periods for 
each of a large number of households and 
firms. The only known way of getting such 
data for this kind of unit is by survey tech- 
niques. 

Furthermore, we must be able to collect 
data in quick response to changing research 
needs and do this at a cost which can be met. 
This means that we must draw our informa- 
tion from scientifically selected samples. In 
other words, sample survey statistics are in- 
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dispensable to effective research of the type 
needed. 
Important Progress Has Been Achieved 


Great strides have been taken in the devel- 
opment and execution of effective survey 
sampling techniques. Many individuals and 
groups have contributed to forging this im- 
portant and relatively new research instru- 
ment, but it is fair to say that no group has 
made a greater contribution than that made 
over the last decade by the Survey Research 
Center of the University of Michigan. 

The great importance for short-run fore- 
casting of surveys such as the Annual Survey 
of Consumer Finances, conducted by the Sur- 
vey Research Center for the Federal Reserve 
Board, the McGraw-Hill Annual Surveys of 
Capital Spending Plans, and the Quarterly 
Survey of Business Investment Programs and 
Sales Expectations, conducted by the Depart- 
ment of Commerce, is widely recognized. 

It is also true that these surveys and, in 
particular, the Annual Survey of Consumer 
Finances, has had a large and highly bene- 
ficial impact on general economic research. 
Studies based on the important body of data 
produced by this survey has greatly improved 
our knowledge of the joint distribution of 
many variables relating to households such as 
income, savings, debt, expenditures on con- 
sumer durables, position in life cycle, attitudes 
and intentions. 

The published work of many individuals, 
including very prominently several connected 
with the Survey Research Center, has done a 
great deal to bring about a better understand- 
ing of how households behave." 


1 See for example the following books: 

Guthrie, H. W., Changes in the Ratio of Liquid 
Asset Holdings to Income Among Groups of 
American Consumers Between 1947 and 1951 and 
Some Effects of Liquid Asset Holdings on Spend- 
ing, Ph.D. Thesis, Univ. of Mich. 1954. 

Katona, George, Psychological Analysis of Economic 
Behavior, New York, McGraw-Hill, 1951. 

Katona, George and Mueller, Eva, Consumer Expec- 
tations 1953-1956, Univ. of Michigan, 1956. 

Klein, L. R., Katona, G., Lansing, J. B., Morgan, 
J. N., Contributions of Survey Methods to Eco- 
nomics, Columbia University, 1954. 
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A Research-Orientated Continuing 
Survey Is Needed 


Despite the remarkable steps which have 
already been taken, there still remain a num- 
ber of steps which are needed. Much more 
systematic effort should be applied to the 
problem of validity checks; to testing the 
response and accuracy obtainable by alterna- 
tive methods of sampling, interviewing, cod- 
ing, and analysis of results; to finding effective 
ways of obtaining from individuals data relat- 
ing to different time periods; and to other 
matters concerned with the technical aspects 
of the sample survey research tool. However, 
in my opinion, there is something which is 
needed even more than these things. 

We have yet to achieve a really effective 
linkage between this new tool of economic 
research and a substantial number of economic 
researchers. It is still a question of who is to 
be master and who is to be servant. At present 
only a handful of researchers have any real 
say about the collection of data, and they are 
forced to worry excessively about the wishes 
of paying clients. 

The financial requirements and the conti- 
nuity requirements of an effective survey or- 
ganization are too substantial to let us dream 
of providing such research facilities for each 
of even a small number of research groups. 
But surely ways can and must be found of 
providing at least one such set-up to serve 
the needs of economic research in a way simi- 
lar to that in which Mt. Palomar serves re- 
search needs of astronomers from all over the 
United States. Of course, there will be conflicts 
of interest and opinion, about allocation of 
survey facilities. Such conflicts already exist 
over the optimum use of other major and 
unique research facilities. This, however, is no 
reason to forego the immense benefits that 
could flow from such a facility, nor is such 
conflict a net loss since it surely will result in 
substantially sharpening up the hypotheses to 
be tested and in improving their selection. 


An analysis of the major 


factors in general economic fluctuations. 


Is There a New Economic Stability? 


HAT are the dimensions of the “average” 

business cycle historically, with which 
our contemporary experience is to be com- 
pared? 

How much additional stability has been 
introduced by the more active use of monetary 
and credit policy? 

Are “real” forces, as contrasted with purely 
monetary developments, re-emerging in the 
cyclical picture? 

To what extent have basic structural 
changes in the private sector of the economy 
tamed down the old business cycle? 

These are the four basic questions touched 
on briefly in this paper. 


I. The “Average” Historical Cycle 


The literature on the configurations of busi- 
ness cycles is voluminous and no attempt need 
be made here to review it in detail. On the 
other hand we must have some visualization 
about the “average” cycle historically, in order 
to have something with which to measure our 
contemporary experience. 

Frickey’s index of manufacturing output, 
covering the 54-year period between 1860 and 
1914, is useful for this purpose. In this half- 
century period there were nine periods during 
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which output for at least one year fell below 
the preceding year. In three of these nine 
downturns, output by the second year follow- 
ing the prior peak had pushed to a new record 
high. In five more the new high was reached 
in the third year. And in only one downturn 
(1872-1878) was the process of achieving a 
new production peak long delayed, six years 
being required after the 1872 peak before a 


Longevity of Business Cycles, 1860-1914 
(Years Required to Exceed Prior Peak) 


Years Required Number of Cycles 
2 3 


3 5 
6 1 


Source: Based on Frickey’s Index of Manufacturing 
Output. See Edwin Frickey, Production In The 
United States, 1860-1914, p. 54. 


new production high was achieved.’ On the 
average, therefore, some time during the early 
part of the third year following the prior 
cyclical peak, the level of output pushed up 
to a new record. 

Thus measured our two postwar recessions 
were of slightly shorter duration than the 
“average” during the period 1860-1914, 
though the differences were small. By mid- 
1950, the second year following the 1948 peak, 
industrial output had pushed up to a new 
record level. And by mid-1955, the second 
year after the 1953 peak, new output levels 
were also achieved. 


*Macaulay’s series on deflated bank clearings out- 
side New York City shows a six-year span also from 
1892-1898. Cf. Frederick Macaulay, Some Theoretical 
Problems Suggested by the Movements of Interest 
Rates, Bond Yields and Stock Prices in the United 
States Since 1856, pp. A255-68. 


Michigan Business Review 


J 


cw 


JANUARY, 


Magnitude of Declines 

Estimates of the magnitude of the declines 
from peak to trough months cannot be de- 
rived from Frickey’s annual data. But the 
pattern established by annual data has some 
significance. In five of the nine declines out- 
put in the low year averaged five to six per 
cent below the prior peak year. In two more 
the decline was about 10 per cent, and in one 
the low year was down almost 20 per cent 
from the prior peak. 

On the average, output in the low year was 
about seven per cent below the peak year for 
this half-century period. This compares with 
6.7 per cent in 1948-1949 and in 1953-1954. 
Our two postwar declines, in terms of the 
magnitude of the decline, were strikingly close 
to the average experience in the period 1860— 
1914. 

This raises an interesting question. Does 
our optimism about having tamed the business 
cycle arise in some part from a tendency to 
use the Great Depression as the prototype of 
what “the business cycle used to be’? If so 
the conclusion that the cycle is obsolete does 
not follow, because the Great Depression in 
terms of longevity or depth bore little resem- 
blance to our “average” historical cyclical ex- 
perience. 

An irate subscriber to a famous humor 
magazine wrote the new editor, “This maga- 
zine isn’t as funny as it used to be.” 

To this the new editor replied, “That’s 
right! And it never was!” 

In a like manner we may conclude that in 
a very real sense the business cycle is not as 
bad as it used to be—and never was. There is 
little historical support for the view that the 
American economy has been a violently un- 
stable one. 


II. Role of Public Policy 


How much of the greater stability we have 
achieved can be attributed to monetary and 
fiscal policy? Monetary and fiscal operations 
to some extent have‘an automatically gyro- 
scopic influence on business conditions. This 
has received substantial attention in the litera- 


ture during the postwar decade, and needs no 
belaboring here. That part of demand repre- 
sented by government budgets is not going to 
decline even in a recession. Some added stabil- 
ity has been introduced into the economy by 
the simple fact that government budgets are 
now relatively larger than in the prewar era. 
A highly progressive tax structure means that 
incomes after taxes fluctuate less than incomes 
before taxes, which tends to damp down 
cumulative effects. 

There have been various attempts to meas- 
use quantitatively the added stability auto- 
matically introduced by these developments. 
The evidence they present is quite clear that 
budget operations have taken a good deal of 
the sting out of the old cycle.” 

Another automatic stabilizer of some im- 
portance but less generally recognized is that 
bank deposits and the money supply have be- 
come less sensitive to cyclical swings in busi- 
ness activity. Historically a part of the 
cumulative process in a recession has been the 
contraction in bank loans, partly automatic 
and partly forced, which reduced the money 
supply at a time when the demand for liquid- 
ity was rising. The relatively larger budgets 
and more highly progressive tax structure have 
introduced a new element into this picture. 
Nowadays the recession which produces a 
contraction in bank loans also produces a 
budgetary deficit. And bank purchases of new 
securities issued by the Treasury to cover 
these deficits tend to maintain bank deposits 
and the money supply during a decline in busi- 
ness activity. 

The 1954 recession illustrated this process. 
In June 1954 (roughly the low point of the 
recession) bank deposits were $10.3 billion 
above year-earlier levels, and about 40 per 
cent of this increase was to be accounted for 
by enlarged bank holdings of government 
securities. There is considerable difference of 
opinion about the magnitude of the influence 
on business activity exerted by changes in the 


* Cf. David W. Lusher, “The Stabilizing Effective- 
ness of Budget Flexibility” in Policies to Combat De- 
pression (N.B.E.R., 1956), pp. 77-89. 
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money supply. But there should be little dis- 
agreement with the view that the differences 
during a recession between a stable or rising 
money supply and one that is contracting is an 
important one. 


How Important are These 
Influences? 


There are, however, sound reasons for not 
relying too exclusively on these built-in, 
governor-like influences. There is, of course, 
some question about how far one should go in 
claiming them as part of a “policy” for stabili- 
zation. The large budget, the highly progres- 
sive tax structure, the large bank holdings of 
government securities—these ingredients of 
built-in stabilization have origins largely out- 
side any attempt at economic stabilization. To 
claim them as part of our stabilization policy 
is to recall Moliére’s character who was much 
pleased to find he had been speaking prose all 
his life. 

Moreover, the monetary and credit element 
in automatic stabilization may become pro- 
gressively less important in the years ahead. 
If the cash budget is in balance over the next 
decade or so, the publicly held part of the 
Federal debt will, of course, not grow. In that 
case we must expect an increasing proportion 
of the growing total of bank deposits to be 
based on bank loans. The assets of banks, in 
short, which are most apt to fluctuate with 
business activity will be becoming of larger 
importance, and the assets which fluctuate 
contracyclically will be becoming of diminish- 
ing importance. The growth of the economy 
will automatically reduce the effectiveness of 
this important economic gyroscope. 


Fiscal Stabilizers and Economic 
Growth 


The most important limitation to reliance on 
the automatic features of fiscal operations, 
however, is that beyond some point what is 
done to make fiscal policy more automatically 
effective is inconsistent with what should be 
done to foster and encourage economic growth. 
Fiscal policy is more automatically stabilizing 


the larger the Federal budget relative to 
national income and the more progressive the 
tax structure. If, for example, our tax structure 
were completely progressive, so that all of in- 
comes above some specified amount went to 
the tax collector, income after taxes would not 
change at all with usual changes in national 
income. Those elements of demand tied to in- 
come after taxes would then remain corre- 
spondingly stable. And the larger the ratio of 
government expenditures to gross national 
product, the larger would be the proportion of 
gross national product which would not ex- 
perience a cyclical decline. 

But pushed beyond some limit the use of 
these automatic fiscal stabilizers would have 
obvious disincentive effects and would weaken 
the vitality of the economy and its capacity 
for economic growth and expansion. 

This is in a sense another manifestation of 
the old point that there is a potential conflict 
between economic stability and economic pro- 
gress. Up to a certain point measures to stabil- 
ize the economy contribute to its capacity to 
grow and progress. We may even be willing to 
sacrifice a little in the way of economic growth 
in order to avoid the social distress of major 
instability. But we do need to face up to the 
fact that a “policy” of balanced budgets in 
the long run, with deficits and surpluses pro- 
duced by recessions and booms allowed to 
exert their automatic effects, leaves some diffi- 
cult questions unanswered. How rapidly, for 
example, should these deficits and surpluses 
develop for each one per cent deviation of 
national income from some sort of optimum 
level? How progressive ought the tax structure 
to be, in short, considering all aspects of the 
question and not just the objective of eco- 
nomic stabilization? 


Automatic Stabilizers vs. 
Ad Hoc Actions 


It is because we cannot afford to rely entire- 
ly on automatic stabilizers that ad hoc, dis- 
cretionary decisions and actions must remain 
an important element of any stabilization pro- 
gram. Somebody must decide that a change in 
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policy is called for, and implement this change. 
A decision must be made that taxes should be 
increased or reduced, that the discount rate 
should be changed, that the Federal Reserve 
should reduce or enlarge its holdings of gov- 
ernment securities. The real economic world 


is too complex for automatic stabilizers to — 


replace the need for these continuing, specific 
decisions. 

In this area our postwar batting average has 
definitely been better than in the prewar 
period. The prompt easing of monetary policy 
in mid-1953 came enough before the down- 
turn so that credit-sensitive elements of de- 
mand (e.g., residential construction) could be 
gathering strength and countering the general 
recession. The substantial tax reduction in 
the spring of 1948 was an exceptionally well- 
timed change of fiscal pace. The tax reduction 
in 1954 was another clear case of an ad hoc 
fiscal action which contributed to stability. 
And the progressive tightening of credit in 
1955-56 has played a major role in contain- 
ing strong inflationary pressures. 

The contrast with the interwar period is 
striking and reassuring. The tightening of 
credit in 1931 will surely go down in history 
as a particularly ill-timed move at a very 
critical juncture. The combination of increas- 
ing reserve requirements, the introduction of 
social security, and the undistributed profits 
tax in the mid-Thirties played an important 
role in the short but volcanic 1937-1938 re- 
cession. Taking the prewar decade as a whole 
it is an open question whether on balance 
monetary and fiscal policy made the economy 
more or less stable than it would otherwise 
have been. 


The Need for Forecasting 


Yet there are solid reasons for not being 
complacent. Decisions to change a policy, to 
be well-timed, involve forecasting. We are 
always a month or six weeks beyond the last 
period for which we have a reasonably com- 
plete statistical picture of business conditions. 
More time is required before a change in 
policy begins to exert a visible influence on 
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business conditions. If, therefore, changes in 
policy occur only when the need for a change 
has become clear, the change will certainly 
come about too late. Yet changes in policy 
based on forecasts always run the risk of being 
in error. 

In spite of these potential miscarriages, 
credit policy now has a degree of status it has 
not enjoyed since the decade following World 
War I. Yet it is fair to say that the active use 
of credit policy has many opponents even yet, 
and that the occasion might readily arise when 
credit policy would be on the defensive again. 
It will be considered ineffective, or too effec- 
tive, or at least have too many adverse social 
side effects. For this reason it is clearly essen- 
tial that a better, more systematic body of 
empirical evidence about the effects of a 
change in credit policy needs to be built up. 
We know very little about the nature of 
marginal demands for funds which do not get 
accommodated with a tightening of credit, or 
which are activated by an easing of monetary 
policy. It is because credit policy is an in- 
dispensable part of a total program of stabili- 
zation that the present almost complete ignor- 
ance about its effects is unfortunate. 


The 1948 Tax Reduction 


While superficially the postwar batting av- 
erage for fiscal policy looks good, it has its 
less impressive aspects. The 1948 tax reduc- 
tion serves as an excellent illustration. This 
tax reduction was initially ushered through 
Congress (successfully) by Congressmen who, 
it is fair to say, did not regard themselves as 
being particularly devoted to the concept of 
compensatory fiscal policy. The bill was vetoed 
by President Truman, who would presumably 
regard himself as being more sympathetic with 
the deliberate and aggressive use of the Fed- 
eral budget to influence business conditions. 
And the Republican 84th Congress overrode 
the President’s veto. 

Clearly a well-timed action did occur. But 
the whole process could hardly be considered 
to be a resounding illustration of the New Eco- 
nomics in action. 
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III. Re-emergence of “Real” 
Elements 

Will “real” (as distinct from monetary) 
factors begin to re-emerge as of greater im- 
portance in the cyclical picture? 

1. For a variety of reasons “real” factors 
(and theories) in cyclical analysis have played 
a less dominant role than in the prewar decade. 
Partly this was reflecting the wholly desirable 
restoration of status to the monetary elements 
in the business cycle and in cyclical analysis. 
For example, a simple formulation of the 
quantity theory of money in 1945 would have 
provided a better guide to the extent of the 
post-war boom and price inflation than the 
more intellectually exciting alternative theories 
of income. The fact that the postwar business 
situation could not be understood except in 
terms of monetary factors meant that we had 
to relearn some lessons about the monetary 
dimension of the business cycle and the active 
use of monetary policy to control it. 

Moreover, conclusions based on “real” fac- 
tors alone have not had a very high predictive 
value. Current college enrollments are not to 
be explained by the birth rate during the 
Great Depression. The size of even the present 
auto market (let alone 1955) cannot be in- 
ferred from historical] statistics on the car 


population, its age distribution, or mortality 


rates. 

There is, however, some evidence that real 
factors will need to be watched more closely 
in the period ahead. For one thing individual 
industry cycles have been out of phase in the 
last decade. The inventory turn-about of 1949 
was importantly neutralized by strength in 
autos and housing. Consumer spending and 
housing in 1954 did not respond to the down- 
ward pressures exerted by the cutback of 
national security expenditures and inventory 
liquidation. This is the something new now 
usually referred to as “rolling readjustments.” 
But it may in part also reflect the inevitable 
lack of articulation to be expected after the 
fundamental economic displacements of a 
major war effort. A somewhat similar lack of 
phasing was evident after World War I. 


14 


An Upper Turning Point 
Ahead? 

2. Could we be confronting a Schumpeterian 
conjuncture of factors producing an upper 
turning point in the period ahead? There is 
some evidence that we could. According to the 


- McGraw-Hill Survey, manufacturers expect 


their capacity by 1959 to be 78 per cent above 
1950. This is an average increase of 6.6 per 
cent per year, almost double the 3.6 per cent 
per year rate of growth of manufacturing out- 
put in the whole period since World War I. 

Does this mean we are observing the matur- 
ing into production of capacity at a greater 
rate than the output can be assimilated? The 
present flat trend of corporate profits suggests 
this possibility. Since about the turn of the 
year added business has added very little to 
corporate profits, reflecting some squeeze on 
profit margins. If this squeeze were to extend 
on into 1957, the current strong trend of capi- 
tal outlays could be jeopardized (though there 
are other incentives for capital outlays than 
expansion of capacity). This would be quite 
consistent with Schumpeter’s explanation of 
how the end of the boom comes about. 


Recession Ahead? 

3. Recent developments are also interesting 
to interpret in the light of the Harrod-Hicks- 
Domar analysis. The downswing occurs, in 
this approach, because full employment of 
productive resources is achieved. The reduced 
rate of increase of output trips off a decline in 
investment, which trips off a decline in out- 
put, etc..... We have now had a flattening 
out in the rate of increase in real output as 
capacity rates of production in important lines 
of industry have been achieved. The raw ma- 
terial which ought to produce a recession is 
now in the picture. 

Let me say here that this type of “model,” 
even with highly complex and intellectually 
challenging modifications, has always seemed 
to me to be too simple and inflexible and 
mechanistic to explain any very large part of 
the real economic world. It largely omits the 
powerful equilibrating pressures of market- 
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place forces. But it is true that the raw ma- 
terials which ought to produce a downturn 
in this model are clearly visible in current 
economic conditions. It will, therefore, be 
interesting to see if such models, largely in 
terms of real factors, provide a useful guide 
for interpreting economic developments in the 
year ahead. 

All of these “real” models, I think, provide 
some useful analytical insights. It is not diffi- 
cult to point to specific economic situations 
where clearly these forces have been at work. 
By relegating monetary factors to a subsidiary 
role (or omitting them entirely), however, 
they also eliminate those markets through 
which the equilibrating pressures work them- 
selves out. The resulting picture of a billiard- 
ball kind of economy is accordingly under- 
standable, but not a very close approximation 
to reality. 


Are Stable Prices and Cyclical 
Stability Incompatible? 


4. Are price-level stability and cyclical sta- 
bility of output and employment incompat- 
ible? The next 12 months or so should provide 
some interesting new evidence on this ques- 
tion. To some extent the problem is related to 
the old Hayek-Cassel theory of the upper 
turning point. The volume of planned capital 
outlays seems currently to be outrunning the 
supply of available funds. The Federal Re- 
serve is very properly pursuing a tight credit 
policy to contain the boom. What is less clear 
is whether a credit policy tight enough to level 
out the boom can avoid also producing a re- 
versal. Can we, in short, avoid some sort of 
collision between an almost irresistably strong 
demand for money and an inflexibly tight 
supply? 

There is a slightly different dimension of 
this problem worth mentioning. Thanks in 
part to the stern monetary policy of recent 
months, the steel price increase is more mod- 
erate than it would otherwise have been. Once 
the increases occurred, however, a correspond- 
ingly higher cost-price level became a fait 
accompli. Some relaxation of credit policy and 
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monetary expansion then, it could be argued, 
was essential to validate this higher cost-price 
level if unemployment were to be averted. The 
price increases now taking place, in short, are 
largely in response to cost increases which have 
already occurred. Yet if credit policy were 
relaxed, these echo price increases would cer- 
tainly be larger. 

Moreover, what would be the effect on the 
next negotiation if the Federal Reserve thus 
seemed to signify its willingness to adjust 
passively to whatever wage-price level gets 
established at the bargaining table? Clearly 
such a passive role could only mean an accel- 
eration of the wage-cost-price inflation. Yet if 
the Federal Reserve is not to pursue such a 
passive role, it must then support a policy 
which may hold the credit expansion to less 
than what would be required by the higher 
cost-price level. This type of policy may not 
only produce under-employment but may also 
in the short-run produce a business recession. 

For perhaps the first time in the postwar 
period, we are having to face up to this di- 
lemma which Professor Slichter and others 
have warned about: What will we do when 
we must choose between unemployment and a 
rising price level? And does this really mean 
that we face a choice between price-level sta- 
bility and cyclical stability of output and 
employment? 


IV. Stabilizing Developments in 
the Private Sector 


To what extent have structural changes in 
the private sector of the economy rendered the 
over-all economy more stable? There is a good 
deal of optimism on this matter, and much of 
it is quite justified. 

1. Capital outlays, historically the bad boy 
of the business cycle, have been one of the 
relatively quite stable elements in the postwar 
period. This is usually attributed to three 
factors. First, credit policy has been more 
expertly executed. The prompt easing of pres- 
sures on the money market as (or a little 
before) business sags enables credit-sensitive 
elements of demand to pick up before they 
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become a casualty of a general cumulative 
business decline. This was clearly part of the 
reason for the moderate character of the 1954 
decline. 

Second, businesses are doing a better job of 
budgeting capital outlays. It seems clear that 
this is the case. And it ought to have a net 
stabilizing influence. Just as in the fever-pitch 
of the boom businesses have made unwise 
capital outlays, so also in the gloom of the 
depression unwise cancellations have no doubt 
occurred. A more careful and rational job of 
planning these outlays ought to do something 
to moderate the excesses in both phases of the 
cycle. 

Third, businessmen also (as well as econo- 
mists) have relearned the fact that ours is a 
growing economy. Capital outlays can, there- 
fore, be continued through monetary market 
weaknesses, with confidence that the long-run 
growth in purchasing power will soon provide 
new markets for the enlarged output. And an 
occasional excess of capacity is often con- 
sidered less costly than markets lost because 
of an inadequacy of capacity. 

Yet even the postwar evidence does not 
suggest that capital outlays have declared 
their independence from business conditions 
generally. In the 1949 recession plant and 
equipment outlays reached their peak in the 
same quarter as GNP, and in 1953 turned 
down only one quarter later. There is con- 
siderable evidence that the correlation between 
actual and estimated expenditures reflects 
large but counterbalancing deviations between 
actual and estimated expenditures on the part 
of individual firms.’ (In 1949 only 28 per cent 
of the respondents to the survey came within 
a + 20 per cent of their actual outlays.) Out- 
lays for the individual firm can, in short, 
change markedly from expectations. If these 
deviations were in response to some common 
force, a substantial aggregate deviation could 
occur. 

Moreover, in a large proportion of cases the 
~ "Irvin Friend and Jean Bronfenbrenner, “Plant 
and Equipment Programs and Their Realization” in 


Short-Term Economic Forecasting (N.B.E.R., 1955) 
pp. 53-103. 
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reasons given by firms that decreased their 
outlays from expectations were themselves 
quite sensitive to changes in the business situa- 
tion—changes from expectation in the sales 
outlook, earnings, working capital, etc. 


Frequency Distribution of Explanatory Factors 
for Changes in Investment Plans of 
305 Manufacturing Firms, 1949 


Per Cent of Firms 
Increasing Decreasing 
Reason Outlays Outlays 
Changes from Expectation In: 

Sales outlook .......... 10.4 34.1 
Net earnings after taxes . 5.2 12.1 
Supply situation ....... 16.8 9.8 
Cost of plant and 

equipment ........... 12.7 3.8 
Working capital 

requirements ........ 1.7 9.1 
Ten other factors ...... 43.2 31.1 


Source: Friend and Bronfenbrenner, pp. 86-87. 


This raises an important question: How 
much of the recent confidence about the long- 
term strength and stability of capital outlays 
reflects the fact that businesses have also felt 
comfortable about these plans in the short 
run? 

2. Larger and more systematic expenditures 
on research ought to exert a stabilizing effect. 
There is less danger that we will get progress 
and innovation in such haphazard bursts and 
lumps, as visualized in the Schumpeter of The 
Theory of Economic Development or Business 
Cycles. (In Capitalism, Socialism, and Dem- 
ocracy, however, Schumpeter foresaw the 
stabilizing effect of this routinizing of re- 
search, but also thought it might undermine 
the capitalistic process by lowering the status 
and role of the entrepreneur.) 


Attitudes of Consumers 


3. Changes in consumer psychology can 
exert a stabilizing influence on the economy. 
They are not always de-stabilizing. In 1951, 
for example, surveys showed a complete aware- 
ness on the part of consumers that prices had 
gone up, and a large proportion expected 
further inflation during the next 12 months. 
Yet during this whole period the successive 
surveys which showed an increasing expecta- 
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tion of price inflation reported a declining 
tendency on the part of consumers to think 
that “now” was a good time to buy. The re- 
sponse of consumers to expected further price 
inflation was to withdraw from the market, 
thus exerting a substantial restraint on further 
price inflations.* 

4. A fourth structural change in the private 
sector of the economy which has significance 
here is the substantially greater attention to 
marketing research. This has significance for 
cyclical analysis. The improved knowledge 
about the nature of the market ought to mean 
less waste of productive resources. And it 
ought to minimize the danger of those major 
mistakes in production scheduling, the echo 
effects from which can have adverse reper- 
cussions on the whole economy. 

5. Another stabilizing element is the much 
more comprehensive inventory of statistical 
and economic intelligence generally available. 
Very few of the statistical series regularly pub- 
lished in Economic Indicators, for example, 
were available at all in 1929. This more ac- 
curate and prompt knowledge of what is cur- 
rently taking place enables more prompt 
remedial action on the part of businesses as 
well as government. Imbalances do not have 
to reach crisis proportion before they become 
visible. It is certainly proper for this Associa- 
tion to take cognizance of the importance of 
this structural change. 


Conclusions 


We come, it seems to me, to five conclusions 
on this question about whether we have found 
a new economic stability. 

First, severe and prolonged depressions his- 
torically have always been associated with a 
major financial collapse. They have never 
been inherent in the nature of our economic 


“Cf. People’s Attitudes Toward Inflation and Their 
Investment Preferences January 1952; and People’s 
Attitudes Toward Inflation and U. S. Savings Bonds 
February 1953. Both monographs were published by 
the Survey Research Center, Institute for Social Re- 
search, University of Michigan. 
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system. We should be able to avoid these 
monetary panics in the future and the severe 
depressions to which they give rise. 

Second, historically on the average during 
the early part of the third year following a 
prior cyclical peak, the level of industrial out- 
put has achieved a new peak. And output in 
the low year has averaged seven per cent below 
that of the prior peak year. The recessions of 
1949 and 1953 were, therefore, less severe than 
the average historical cycle, though the differ- 
ences are surprisingly small. 

Third, while automatic fiscal and monetary 
stabilizers have introduced new elements of 
stability into the economy, there is no escape 
from substantial reliance on changes in policy 
which require specific, ad hoc decisions that a 
change is needed. On the whole the timing of 
these postwar changes in policy has been good, 
though sometimes the right move was the net 
result of a series of ‘“‘wrong” reasons. 

Fourth, important structural changes in the 
private sector of the economy are also exerting 
a stabilizing effect. With the probable maxi- 
mum tolerances of cyclical fluctuations nar- 
rowed by public policy, businesses can go 
further in their own interests with such pro- 
grams as stabilizing capital outlays which also 
have the further effect of helping to stabilize 
the whole economy. 

Fifth, the business cycle is not yet extinct. 
Public policies can be poorly timed. Individual 
industry cycles may more nearly get in phase. 
It is too early to tell how well capital outlays 
would hold up if a substantial recession were 
to occur for other reasons. And we may have 
a new problem in resolving the potential con- 
flict between a stable price level and cyclical 
stability of income and output. 

Indeed it is doubtful if the range within 
which probable fluctuations in output will 
occur has narrowed any more than the polit- 
ically and socially acceptable tolerances. In 
the social and political sense, therefore, the 
business cycle remains about as much of a 
problem as ever. 
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BANK DEBITS—THE MOST ALL-INCLUSIVE MEASURE OF BUSINESS ACTIVITY—Lower 
Peninsula recovered sharply in October from a 21-month low of September and declined mildly in 
November. 
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UPPER PENINSULA BANK DEBITS—Upper Peninsula bank debits rose to an all-time high in 
October and declined to a six-month low in November. 
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POWER CONSUMPTION-—Industrial power consumption rose to a high for the year in October 
and increased slightly in November. 
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MICHIGAN EMPLOYMENT-Total employment increased rapidly throughout October and No- 
vember reflecting increased production in the automotive industry. 
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! Competition for college graduates increases the importance of 
good policies and procedures in getting and keeping able people. 


Key Factors in Recruiting 
College Graduates 


HE college recruiting year of 1955-56 was, 
by most standards, outstanding for both 
graduates and industry. Not only were more 
companies in the fray for the prized ivory 
talent than ever before, but the price tags were 
also above previous highs. Nevertheless, many 
firms have not been following the best practices 
in the recruiting of college graduates and 
keeping them once they have them on the 
staff. 

Graduates of the University of Michigan’s 
School of Business Administration fared well 
in the recent Herculean recruiting that wit- 
nessed 20 per cent more firms sending repre- 
sentatives to the School’s Placement Office in 
1955-56 than in 1954-55. In fact, recruiting 
activity at the School was double what it was 
in 1953-54! During the academic year 
1955-56, 155 separate companies recruited 
at the School hoping to attract trainees from 
the 460 graduates, many of whom were not 
actually available for employment. 

Considering that the majority of the School’s 
graduates are BBA candidates, a large per- 
centage of whom go on for advanced schooling 
(MBA or LLB) or go directly into the Armed 
Services, it is not surprising that this averages 
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out to about one eligible graduate, whether 
BBA or MBA, for each employment oppor- 
tunity offered! 


The Salary Range 


Salaries were noticeably more attractive for 
the beginning graduate in industry last year, 
with BBA median starting rates up 14 per 
cent from last year, to $398 per month, and 
MBA median rates up 8 per cent from last 
year, to $415 per month. These figures include 
all fields and specializations and therefore do 
not reflect the wide variations in offers. 
For example, the median starting ranges 
would easily be $25 to $50 higher for both the 
BBA’s and MBA’s if such activities as public 
accounting and retailing were taken out of the 
computations. There were instances over the 
past year where some BBA candidates ac- 
cepted $450 per month and several MBA’s 
stepped out in excess of $500 per month. It is 
a standard quip among alumni that it would 
be profitable to come back to school and start 
all over again! 

The past year has seen many valuable 
articles and studies concerning the plight of 
industry in its insatiable search for top col- 
legiate talent. While staggering data and sta- 
tistical arrays have been presented which show 
the magnitude of the college recruiting story, 
little has been said from the student’s view- 
point toward this creeping giant which we 
popularly term “College Placement.” 
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It is true, of course, that beginning salaries 
have jumped skyward the last five years, and 
that more companies than ever before are in 
the college recruiting market and more com- 
pany representatives are catching planes and 
trains for more and more distant campuses. 
In view of this aggregate increase in jobs, per 
se, let’s take a look at the way the graduating 
students fit into the picture. 


The Factors Governing 
Students’ Choices 


Some people would have you believe that 
only the dollar sign remains as the determining 
employment criterion, but fortunately most of 
our students still decide their employment 
futures on sound, logical factors. A recent 
study by the Placement Office involving 1955 
and 1956 Michigan Business School graduates 
revealed the following primary factors on 
which the students based their employment 
decisions—in :» ier of their importance: (1) 
personal interest and sincerity shown by com- 
pany representatives and executives, (2) fu- 
ture opportunities for promotion, (3) type or 
nature of work offered, (4) salary, (5) geo- 
graphical location, and (6) the industry and 
its reputation. Since these factors are so close- 
ly related, however, they should really be 
considered as an entire package. 

As industry launches another season of col- 
lege recruiting, it might be wise to discuss 
briefly the above factors from the student’s 
viewpoint. In this way, it might then be pos- 
sible to evaluate some current recruiting prac- 
tices in the light of their effectiveness. 

1. Personal interest and sincerity shown by 
company representatives and executives. The 
student wants more than anything else to 
honestly feel that he is of vital importance and 
needed by the company. He wants to feel the 
warmth and sincerity of the officials personally 
taking the time to help bring him into the 
firm. He can’t help being initially influenced, 
of course, by the representative who recruits 
at the school. In fact, an unfavorable impres- 
sion at this point will normally dampen the 
student’s enthusiasm for the particular com- 
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pany and will generally hinder the company’s 
future recruiting success at that school. It 
must be remembered that the grapevine on 
the typical campus is deep-rooted and long 
lasting. The student also wants concrete facts 
and presentations regarding training programs 
and an understanding of firm policies. But in 
the early interview stage, the student would 
like to talk a little bit about himself rather 
than be subjected to a monologue on the 
company’s history and training program. This 
kind of information can be better presented in 
advance recruiting literature. 

2. Opportunities for Promotion. While the 
graduate is realistic about the fact that future 
promotions will be based on merit and ability, 
he does want accurate insight and information 
as to company plans, future expansion pro- 
grams, and when, how, and where typically 
successful young men have gone and can go 
with the company. 

3. Type of Work. To the student who has 
fixed career ideas, this is of major importance. 
The young man who has grown up wanting to 
work for a steamship line will not settle for 
anything less if he can help it. Regarding type 
and kind of work, students have a tremendous 
thirst for specific job information. In fact, the 
initial job information available prior to the 
company visit is the factor as often as not that 
is responsible for the student’s applying for a 
specific interview in the first place. 

4. Salary. Apparently money still talks. 

5. Geographical Location. Married students 
and students with family responsibilities are 
normally more influenced by a firm’s geo- 
graphical location than are unattached single 
people. In the case of the married student, of 
course, two viewpoints have to be taken into 
account, and typically the wife may not be so 
keen as her spouse about some faraway ro- 
mantic place in which to plant the family 
roots. By the same token, many students are 
firmly attached to certain areas and therefore 
employment decisions in these instances are 
almost always determined by what jobs are 
available in that area, rather than by objective 
investigation and reasoning about the entire 
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employment market. For example, we have 
found extreme reluctance on the part of stu- 
dents from certain sections of Michigan, or 
from the East, to stray too far from the home 
field. 

6. The Industry and Its Reputation. While 
this factor’s rating was last in the survey, it 
by no means is last in effective importance. 
The student very often has definite industries 
(or even companies) in mind and unless other 
factors are considerably more attractive, the 
student will probably accept the offer from his 
favored industry or company. 


How Good Are Company 
Recruiting Practices? 


While the above mentioned criteria assume 
that the student is fairly free to pick and 
choose his job and company, it must be re- 
membered that these criteria are ideals, or 
benchmarks. Certainly all students do not 
have a galaxy of job offers. Some do, because 
among the firms that are extensively active in 
the college recruiting field, there is a great deal 
of similarity regarding manpower require- 
ments and therefore, firms of widely varying 
character are seeking the same kind of stu- 
dent. For example, that student in the upper 
ten per cent of his class with a background of 
extra-curricular activities and varsity sports 
participation may be wanted by a dozen firms. 
It is in this light, then, that the above listed 
six employment decision criteria take on 
special significance as firms seek the more 
highly prized students. 6 

Looking at specific company recruiting prac- 
tices, unfortunately today’s employment tech- 
niques are not always in keeping with the stu- 
dent’s ideal employment decision criteria. 

For example, in the general area of Personal 
Interest, rated by the students as the most im- 
portant influencing factor, some firms still 
utilize mass employment techniques, conduct 
impersonal interviews, have poor interview 
follow-up, lack well prepared literature and 
company information, rely on vague and gen- 
eral descriptions of company programs, poli- 
cies, and practices, falter on the niceties and 


on friendly inter-personal relations, employ 
either high-pressure methods or oversell the 
job, and fail to have key executives interview, 
or at least meet, prospective college trainees. 

Many students base their future employ- 
ment decision on the manner in which the 
home office, or plant visit is handled. The 
student who has stumbled into a strange town 
looking for a place to stay, spends all the next 
day cooling his heels in outer offices, and then 
waits two months for his expense check is not 
very likely to turn cartwheels when and if a 
job offer ever comes from a firm that would 
handle plant visits in this manner. It has often 
been said that students invited to the plant 
for a visit are similar to guests invited to your 
own home. 

In the area of Opportunities for Promotion, 
companies that have well planned and ade- 
quately administered merit rating programs, 
training programs, and personnel evaluation 
systems usually have head starts on their com- 
petitors in not only hiring college graduates, 
but in the retention of graduates. When we 
realize that the average student thinks that 
“getting lost” in an organization is not only 
possible, but probable, recruiting and reten- 
tion practices can then assume the importance 
that they merit. 


More Information Needed 


Well prepared and brightly illustrated re- 
cruiting literature can help the student bone 
up on the Type or Nature of Work Offered. 
While this is seemingly a basic fundamental, 
many students have actually turned down em- 
ployment offers, or not even taken second 
interviews, because printed material was so 
vague about the company’s employment pro- 
grams. Although this might be short-sighted 
on the student’s part, the fact remains that 
they want to know the whole story beforehand... 

From the student point of view, Salary is 
not the most important criterion for taking a 
job. But it can be the quickest reason for 
turning down a job offer! Salary is something 
the student feels ought to be competitive in 
today’s market—and in his case, he hopes just 
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a little better. Therefore, those firms that 
have many good features and selling points 
will still find great resistance (at least at our 
School) to offered low wages. Apparently, the 
student feels that “terrific potential oppor- 
tunities” should still be accompanied by com- 
petitive salaries. In this area, perhaps more 
than in any other, the student is quite stub- 
born. 

There isn’t much a company can do about 
the Locational Factors. Perhaps in the case of 
hard sought-after students, other factors can 
be sweetened proportionally to offset a dis- 
liked location factor (if there is one); but as 
often as not, the boy from the Mid-west will 
want to stay near home as does the Easterner. 

Companies rarely have been able to over- 
come students’ apathy toward certain Types 
of Industries, unless, of course, employment 
opportunities themselves are extremely scarce. 
In an expanding economy furnishing abundant 
employment opportunities, it would seem, 
therefore, that all companies would want to 
sell themselves better, to present their oppor- 
tunities more adequately and generally “edu- 
cate the public.” Better industry and company 
educational policies will convert some stu- 
dents away from provincial thinking and pro- 
duce more applicants. Some firms have suc- 
cessfully generated new interest in their 
companies by staging faculty conferences, so 
that faculty members can subsequently coun- 
sel students more effectively on prospective 
employment possibilities. 


Reducing Turnover Among 
College Graduates 


Dr. Frank Endicott, Placement Director at 
Northwestern University, has recently pub- 
lished a report based on the suggested policies 
to reduce turnover among college trainees of 
those firms that have retained 80 per cent of 
their college men over a five year period. The 
80 per cent figure is quite significant when we 
realize that on the average only about 40 
per cent of a typical firm’s college graduates 
will still be on the payroll after five years! 

Interestingly enough, the two major sug- 
gestions offered by the “80 per cent firms” 
were: (1) accurate, honest presentation of 
type of business, job, advancement, and op- 
portunities; don’t oversell, and (2) a training 
program which is well planned, interesting, 
thorough, informal, and active. 

Looking back over the six major employ- 
ment decision criteria selected by recent Mich- 
igan Business School graduates, it would ap- 
pear, then, that there might be a correlation 
between “student-accepted” recruiting tech- 
niques and successful turnover reduction poli- 
cies. Considering that the ultimate objective 
of college recruiting ought to be the hiring 
and training of future company executives, 
those recruiting policies that are based on em- 
ployment retention should be most beneficial. 
Otherwise, the expense of college recruiting in 
today’s maelstrom of graduate-competition 
can hardly be justified. 


Business History—long neglected or poorly written— 
is today being written better and studied more. 


The Boom in Business History 


T long last, a few history professors have 
“discovered” the businessman! This is 
something new. Most American History pro- 
fessors, in the past as well as in the present 
generation, have ignored the businessman and 
his role in the growth of this great country of 
ours. For example, American historians have 
most assiduously cultivated the field of Ameri- 
can Colonial History; but have emphasized 
primarily the political aspects of the relations 
between the Colonies and Great Britain. 
Readers of their books, therefore, might be 
surprised to learn that the first English Colony 
in North America was established not by peo- 
ple who wished freedom from the English 
Crown, nor by people who wished freedom 
from the Church of England, but rather by 
English merchants who were interested in 
establishing a profitable plantation in Virginia. 
They might also be surprised to learn that 
our democratic institutions—universal man- 
hood suffrage and representative government— 
stem not only from noble impulses but also 
from hard-headed realities of the business 
world. Most American political scientists em- 
phasize that the idea of a written constitution 
can be traced to the Mayflower Compact 
drawn up by the Pilgrim Fathers when they 
landed on the inhospitable shores of New 
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England in 1620. It is a fact, however, that 
the first written Constitution was given by the 
Virginia Company of London to its settlers in 
Virginia a full year earlier—in 1619. This 
“Charter of Grants and Liberties” established 
Representative Government in North America 
for the first time; and in June, 1619, the Vir- 
ginia House of Burgesses met in a church in 
Jamestown to legislate for the colony on “All 
things which tended to the common good.” 


Political Liberty as a Business 
Advantage 


Did the Board of Directors of the Virginia 
Company of London give political liberty to 
Virginia merely because of sentiment? No! 
Did it give political liberty because the settlers 
organized and bargained collectively? No! It 
gave this autonomy to the settlers to im- 
prove their productivity in the hope that the 
Virginia Company would be rescued from 
eventual bankruptcy. Although the colony sur- 
vived, political and economic forces in England 
cost the company its corporate existence. 

Nevertheless, the fact remains that out of a 
business situation the seed of liberty was sown 
upon the hospitable shores of the New World. 

Moreover the subsequent migrations of the 
Pilgrims and the Puritans would have been 
impossible without the backing of English 
Merchants. It was the capital made available 
by these merchants which nourished first the 
Pilgrim and then the Puritan settlements in 
North America. Now who is ready to deny 
that the businessman deserves as much credit 
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for colonizing North America as Captain John 
Smith, Sir Walter Raleigh, Myles Standish, 
John Alden, or Priscilla Mullens? 


Textbook Treatment of Businessmen 


As an example of typical history-book treat- 
ment, consider Benjamin Franklin. He was 
not only a great statesman, politician, scien- 
tist, and patriot, but he was also a consum- 
mate businessman. He was, by the standards 
of his day, a millionaire. The textbooks, how- 
ever, stress only his political activities. And 
when the textbook writers come to other 
wealthy businessmen in later periods in Ameri- 
can History, although some criticism is justi- 
fied, these men are castigated for their wealth 
and ignored for their contributions to society. 
I need name only John D. Rockefeller and 
J. P. Morgan as examples. In the American 
historical tradition these men live not in fame 
but in infamy. 

The fact that the kind of business leader- 
ship offered by Rockefeller and Morgan was 
essential to their times is overlooked or stated 
contemptuously. And further, the fact that 
their contributions to American civilization 
rank with those of U. S. Grant, Admiral 
Dewey, Theodore Roosevelt, Woodrow Wilson, 
or F.D.R. is scarcely mentioned in passing. 

When American historians have not belittled 
the businessman they have neglected him. We 
have our Labor Historians, our Social Histor- 
ians, our Economic Historians, and our Po- 
litical Historians. But where are our Business 
Historians? If I may answer my own question, 
they are just arriving on the scene. It has 
only been in the last twenty years that inter- 
est in Business History has been aroused. And 
now, the pioneering in the field is being shared 
among many busy scholars. 


Changing Conditions, Changing 
Interests 
Why the earlier disinterest in Business 
History? Why the newly rising interest in the 
subject? There are several answers to these 
questions. 
Lest I be misunderstood let me make it 
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clear that my comments constitute no attack 
upon either the competence or integrity of my 
colleagues in the field of American History. 
Many of them are simply not interested in 
business, while some are philosophically an- 
tagonistic toward it. Many others are not 
trained to handle business records as sources 
of historical data. 

Moreover, many businessmen will not per- 
mit even trained business historians to have 
access to business records. Some businessmen 
are, in view of the way some of their col- 
leagues have been treated by the professors, 
naturally suspicious that data gleaned from 
business files will be used to add fuel to the 
fires of anti-business sentiment in this country, 
while others are reluctant to open their records 
to outsiders for business reasons. 

This latter attitude is declining, however, as 
more and more reputable histories of business 
activities reach the reading public. Allen — 
Nevins’, Henry Ford: The Man, The Times 
and the Company; Ralph Hidy’s, Pioneering 
in Big Business: a History of Standard Oil of 
New Jersey; Harold Williamson’s, Winches- 
ter: The Gun that Won the West and his De- 
signed for Digging: A History of the Bucyrus- 
Erie Company may be cited as excellent ex- 
amples of contemporary research and writing 
in business history. And as the professor and 
the businessman become better acquainted 
they stimulate one another’s interest in busi- 
ness history. 


What Business History Studies 


Business history is concerned with the 
history of individual business firms, and fo- 
cuses on all facets of that business while 
emphasizing policy making, management, and 
control. In so doing, a business historian must 
assess all of the factors which have made for 
the success or the failure of the firm. This 
involves extensive research both in firm rec- 
ords and also in outside sources. No firm 
exists in a vacuum, although many business- 
men think they would be happier with fewer 
competitors. Both internal forces and external 
forces interact to influence the destinies of the 


business firm and despite the best-laid plans 
of men, many business firms are reduced to 
rubble by either one or both of these forces. 
It is the hope of the business historian that 
as more and more histories of business firms 
become available the textbook writers will rely 
on these as sources and restore a proper bal- 
ance to the teaching of American History. 


Increased Teaching of Business 
History 

Parallel to the rising interest in the writing 
of business history is the steady growth in the 
teaching of business history. Business history 
is usually taught in university schools of 
business as a natural part of training future 
businessmen. 

In the 1950’s, a businessman, if he is ever 
to reach the policy-making level, has to be 
more than a specialist. He must have a broad 
analytical background as well as a highly spe- 
cific and technical one. He has to know how to 
think about business problems in a broad or a 


general way. If the businessman is specially 
trained in accounting, for example, he needs 
also to understand the problems of production, 
personnel, industrial relations, marketing, fi- 
nance, public relations, and competition. In 
addition, he needs an understanding of Ameri- 
can History. It is only by understanding these 
various subjects that proper business policy 
can be determined and implemented. In busi- 
ness history courses, as taught in American 
universities, students are being taught to inte- 
grate their special interest and training in 
business into the broader pattern of business 
administration in order to encourage analyti- 
cal thinking of this kind. 

It is believed that the writing and study of 
business history will help to produce even 
better businessmen and at the same time sub- 
stantially improve public understanding of the 
contribution that business and businessmen 
have made and are making to the material 
strength and well being of the American 


people. 


NOTES ON REDUCING EMPLOYEE TURNOVER 


It’s reliably estimated that about 80% of all turnover occurs during the first three 
months of employment. And—the employer’s replacement costs range from $300 to 
$1800 for line workers. 
These figures are unnecessarily high and any employer can reduce them immediately 
by anticipating the worker’s problems—feelings, attitudes, needs, etc. 
Ever try to read a new employee’s mind? Ever try to guess what he’s thinking? ‘ 
It’s worth the effort because in so doing you'll get insight into how to deal with him. 
Of course, all situations are not the same but there are some stock questions which most 
new employees ask themselves before they come on the job, during orientation, and/or 
after they are assigned: 
1. How’m I going to like the gang? { 
2. Will they like me? 
3. What kind of a guy will I be working for? 
4. Any chances to get ahead? 
5. Whom can I talk to without getting into trouble? 
Comments: If you can answer to the satisfaction of the new employee these questions, 
and others which come to mind, I’m sure the turnover problem in your “set up” can be 
greatly improved! 
—Hilton D. Shepherd, Management Jots and Jolts 
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An analysis of the sources 
of new money for business firms. 


Is There a Shortage 
of Venture Capital? 


I. Introduction 


ROM 1946 through 1955, corporate and 
non-corporate enterprises in the United 
States spent a combined sum of $233 billion 
on new plants and equipment. In addition, the 
corporations added $52 billion to their net 
working capital and retired $33 billion of their 
outstanding securities. To finance this huge 
fund requirement in the postwar period, the 
corporations relied heavily on new security 
issues, retained earnings, and depreciation. 
As can be seen from Table 1, these three 
sources contributed as much as $262 billion 
toward corporate needs. For the period as a 
whole, moreover, bond financing was roughly 
5.5 times as large as common stock financing. 
However, if the volume of new bonds is com- 
pared with new common stock issues plus re- 
tained earnings, the ratio drops down to 
0.58:1. In other words, for every fifty-eight 
cents of bond financing, there was on the 
average one dollar of residual equity financing. 
The above statistics, interestingly, have 
been the basis of some lively controversy. To 
some, George G. Hagedorn for example,’ the 
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very low ratio of common stock offerings to 
debt issues is taken as revealing a severe short- 
age of venture capital in the open market. 

To others, however, the same data carry a 
different connotation. Thus, in his 1950 Eco- 
nomic Report to the Congress,’ former Presi- 
dent Truman asserted that there had been no 
overall shortage of venture capital for the 
economy as a whole, although some business- 
men (particularly those with small or medium- 
sized enterprises) were faced with real diffi- 
culties. 

This controversy—whether or not there 
really has been a shortage of venture capital— 
cannot be settled, in the present writer’s opin- 
ion, by merely looking at the data on securities 
issued. The reason is that the actual volume of 
common stock offerings is determined not only 
by the supply of venture capital but also by 
the willingness of corporations to accept such 
capital, that is, by the demand for venture 
capital. 

The purpose of this paper, therefore, is to 
examine those forces of supply amd demand 
which have significantly affected the extent of 
common stock financing in recent years, so 
that the question of alleged shortage of ven- 
ture capital can be evaluated in its proper 


perspective. 


*See National Association of Manufacturers, “Ma- 
jor Tendencies in Business Finance,” Economic Policy 
Division Series, No. 57 (New York, 1953), pp. 3-4. 

* Economic Report of the President (January, 
1950), pp. 9-10. 
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TABLE I 
Major Sources of Corporate Funds 
1946-1955 
(In billions of dollars) 
1946-55 
1946 1947 1948 1949 1950 1951 1952 1953 1954 1955 Total 
New Security Issues 
Bonds and Notes ............ 4.9 5.0 6.0 4.9 4.9 5.7 7.6 7.1 7.5 74 61.0 
Preferred Stock ............. 1.1 0.8 0.5 0.4 0.6 0.8 0.5 0.5 0.8 0.6 6.8 
Common Stock ............. 0.9 0.8 0.6 0.7 0.8 1.2 1.4 13 1.2 22 Ma 
eS 6.9 6.6 7.1 6.1 6.3 7.7 9.5 8.9 95 10.2 78.9 
Retained Earnings ............ 7.6 11.7 13.0 83 12.9 9.6 71 7.4 6.4 99 94.1 
Depreciation .................. 4.2 5.2 6.2 7.1 7.8 90 104 11.7) 13.1 14.5 89.2 
18.7. 23.5 263 21.5 27.1 #263 £27.11 #280 29.0 34.7 262.2 
Bonds and Notes 
Common Stock ....... 5.531) 6.5:1 9.721 6.721 4.7:1 5.5:1 5.3:1 6.2:1 3.4:1 5.5:1 
Bonds and Notes 
+ (Common Stock + 
Retained Earnings) ...... 58:1 40:1 .44:1 .36:1 .52:1 .87:1 .81:1 .98:1 .58:1 


* Figures may not add to subtotals because of rounding. 
Source: Compiled from Federal Reserve Bulletin, Vol. 42 (July, 1956), p. 740; Federal Reserve Bulletin, 
Vol. 39 (November, 1953), p. 1186; Survey of Current Business, Vol. 36 (July, 1956), pp. 12-13; Economic Report 


of the President (January, 1956), Table D-55, p. 227. 


II. Factors Influencing the Supply 
of Venture Capital 


1. Institutionalization of Personal Savings* 


Perhaps the most significant factor influ- 
encing the supply of venture capital has been 
the extent to which personal savings are flow- 
ing through savings institutions. As shown in 
Table 2, personal savings in the postwar period 
totalled $137 billion, of which roughly $100 
billion, or 73 per cent, were channelled through 
savings banks, commercial banks, savings and 
loan associations, and life insurance companies. 
Since these institutions acquire funds from the 
public under fixed dollar contracts, they are 
restricted by statutes and sound judgment to 
invest primarily in fixed value assets. As a 
result, practically all of their business financ- 
ing has taken the form of debt instruments. 

Speaking of legal restrictions, it is pertinent 
to mention that not until 1951 did the New 
York statute permit life insurance companies 
to make limited investments in common 

*For a fuller discussion of factors in institutional 
investments, see Harry G. Guthmann, “Institutional 
Investment and Equity Financing,” Law and Con- 


temporary Problems, Vol. 17 (Winter, 1952), pp. 172- 
197. 


stocks. At present New York life insurance 
companies, which control about 60 per cent of 
the total life insurance resources of the 
country, can legally commit about 2 per cent 
of their assets in qualified common stocks. 

However, even as of today commercial 
banks with federal charters are still forbidden 
to invest in the stocks of any enterprise with 
the exception of (1) stocks of Federal Reserve 
Banks of which they are members and (2) 
those of affiliated safe deposit companies. A 
check of state bank codes reveals similar pro- 
hibitions in most cases. 

As everyone agrees, the inability of these 
savings institutions to purchase more than 
nominal amounts of stocks has been partly 
responsible for the heavy reliance on debt 
financing and retained earnings, as sources of 
new funds. 

2. Personal Income Tax Considerations 

The supply of venture capital has also been 
affected by the increased progression in the 
rate schedule of the federal personal income 
tax. In an empirical study completed not long 


*The Wall Street Journal, January 20, 1953, p. 4. 
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ago,> a group of Harvard economists found 
that the investment decisions of the upper in- 
come and wealth groups are of overwhelming 
importance in governing the flow of equity 
capital from individual investors to business 
enterprises. Furthermore, it was noted that 
today’s very high tax on personal income has 
decreased the willingness of such individuals 
to make equity investments. 

Take, for instance, a taxpayer filing a return 
as a single person on his $28,000 of taxable 
income. Under current tax law, he is subject 


than a well regarded state or municipal obliga- 
tion. The tax effect here, therefore, is to drive 
income-minded and security-minded investors 
with substantial taxable incomes into tax- 
exempts and away from corporate securities. 
However, long term capital gains, as dis- 
tinguished from ordinary income, are subject 
to a maximum tax rate of 25 per cent. This 
favorable rate differential accorded capital 
gains has stimulated some investors to shift 
funds out of fixed-value assets and into more 
venturesome outlets including common stocks. 


TABLE 2 


Flow of Personal Savings Into Selected Types of 
Institutional Media, 1946-1955 
(In billions of dollars) 


Net Savings Through: 


Life Savings Mutual Commercial 
Personal Insurance and Loan Savings Bank Time 
Year Savings Companies’ Associations* Banks Deposits* Total 
1946 12.6 3.5 r 1.5 3.5 9.6 
1947 4.0 3.5 1.3 0.9 13 7.0 
1948 10.0 3.7 1.2 0.7 0.6 6.0 
1949 7.6 3.9 1.5 0.9 0.3 6.6 
1950 12.1 4.2 1.5 0.7 0.2 6.6 
1951 17.7 4.1 2.1 0.9 1.6 8.7 
1952 19.0 5.0 3.1 1.7 2.8 12.6 
1953 19.7 5.0 3.6 1.7 3.0 13.3 
1954 17.9 5.7 45 2.0 3.0 15.2 
1955 16.6 5.8 5.0 1.9 1.3 14.0 


*Net savings were obtained by deducting from the increase in total admitted assets the 


net increase in policy loans. 


* Excludes shares pledged against mortgage loans. 

* Includes not only deposits of individuals and partnerships, but also those of corporations. 
Aggregate corporate balance, however, has not varied much in recent years. 

Source: Compiled from Survey of Current Business, Vol. 36 (July, 1956), pp. 12-13; 
United States Savings and Loan League, Savings and Loan Fact Book, 1956, (Chicago, 
1956), p. 12; Institute of Life Insurance, Life Insurance Fact Book, 1956 (New York, 1956), 


pp. 60, 80 


to a combined normal and surtax rate of 62 
per cent.® If this taxpayer buys a common 
stock yielding 5 per cent, his after-tax return 
is only 1.55 per cent. But a tax-exempt state 
or municipal bond yielding 3 per cent brings 
him the same return as he could retain, after 
taxes, from a common stock yielding 7.9 per 
cent. Obviously, a stock yielding 7.9 per cent 
would carry a much greater risk of capital loss 

‘J. Keith Butters, Lawrence E. Thompson, and 
Lynn L. Bollinger, Effects of Taxation: Investments 
by Individuals (Boston, Harvard Business School, 
Division of Research, 1953). 

*In 1939, this taxpayer would have been subject 


to a combined normal and top surtax rate of only 23 
per cent. 


JANUARY, 


1957 


It is of course difficult to assess quantitative- 
ly the extent to which investors have responded 
to the above-mentioned tax incentives. But the 
findings of the Harvard study indicate that, in 
1949 at least, the personal income tax on 
balance did exert some repressive effect on the 
supply of venture capital. 


III. Factors Influencing the Demand 
for Venture Capital 

The actual volume of common stock flota- 

tion in any period depends in part on the 

supply of venture capital and in part on the 

willingness of corporate management to resort 


to common stock financing. During the past 
decade, two forces seem to have influenced 
management decisions significantly in favor 
of debt financing. 


1. Trading on Equity’ 


First, there is the strong incentive to use 
borrowed capital—known in financial circles 
as “trading on equity”—in a period of rela- 
tively low interest rate. The motive for trading 
on equity, as is well known, is the hope that 
the borrowed funds will be sufficiently pro- 
ductive to raise the return to residual owners. 
The investment of stockholders serves as a 
cushion for the bondholders against the risk of 
loss. Stockholders, therefore, are said to trade 
on the strength of their equity. 

Of course, cost of capital is only one of 
many considerations impinging on the method 
of financing. In actual decision making, other 
forces such as risk, control, and management 
attitude might very well be determining. But 
other things being equal, the attractiveness of 
trading on equity varies inversely with the 
level of interest rate, i.e., with the cost of 
borrowed money. 

In this connection, it should be noted that 
from 1946 through 1954, cost of borrowing 
was quite a bit lower than the cost of new 
common stock financing. As can be seen from 
Chart 1, the yield on high grade corporate 
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bonds stood for the most part below 3 per 
cent, while the average earnings yield on com- 


* The term is synonymous with “financial leverage.” 
For an extensive treatment of this aspect of corpora- 
tion finance, see Merwin H. Waterman et al., Essays 
on Business Finance (Ann Arbor, Masterco Press, 
2nd ed., 1953), Chapter 6. 


mon stocks remained above 5 per cent. Such 
disparities between the costs of borrowing and 
common stock financing partly accounted for 
the prevalence of debt issues as revealed in 
Table 1. 


2. The Impact of the Corporate 
Income Tax 

The second force which has influenced man- 
agement in favor of debt financing is the 
federal corporate income tax. Any attempt to 
explain the pattern of corporate financing 
would be incomplete, if it did not include the 
impact of this factor. This is particularly so 
in view of the much heavier burden of the tax 
in recent years.® 

To begin with, when borrowed capital is 
used, there results a tax saving from the de- 
ductibility of interest expense. If a corporation 
is subject to the marginal rate of 52 per cent, 
a 3 per cent interest charge produces a tax 
saving equalling 1.56 per cent of the amount 
borrowed, giving the corporation a net interest 
cost of only 1.44 per cent. This important 
feature of corporate income taxation, with its 
relative advantage for borrowing over equity 
financing, is so widely recognized as to require 
no further comment. 

Not so well recognized as the feature of in- 
terest deductibility is the capitalization effect 
of the corporate income tax, which has a very 
definite dampening influence on the sale of 
new common stock.® 


* The following is statistical proof (in billions of 
dollars) of the much heavier burden of the federal 
corporate income tax in recent years: 


Federal 

Corporate Corporate 
Year Profits Profits Tax 
1930 3.3 0.8 
1935 3.1 0.9 
1940 9.3 2.8 
1945 19.0 10.7 
1950 40.0 17.8 
1955 42.7 21.5 


Source: Survey of Current Business, Vol. 36 (July, 
1956), pp. 10-11. 


*For an extensive analysis of the effects of cor- 
porate income tax on cost of common stock financing, 
see Dan Throop Smith, “Corporate Taxation and 
Common Stock Financing,” National Tax Journal, 
Vol. 6 (September 1953), pp. 209-225; and Merton H. 
Miller and John P. Shelton, “Effects of a Shifted 
Corporate Income Tax on Capital Structure,” Nation- 
al Tax Journal, Vol. 8 (September, 1955), pp. 252-259. 
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{ To understand how this effect works, con- 
sider a business which at the moment has a 
100 per cent common stock capital structure 
and which is in the process of choosing between 
common stock and bonds as a means of finan- 
cing its expansion. Furthermore, assume that 
if there were no corporate income tax, the 
required amount of new capital could be raised 
either by increasing the outstanding stock from 
one thousand shares to two thousand shares or 
by selling bonds bearing $1,000 of interest. 
Under these conditions, the “break-even 
operating profit”’ between common stock and 
\ bond financing is $2,000.? For, as Part A of 


holders. However, a smaller expected operating 
profit (e.g., $1,700) would favor stock fi- 
nancing while a larger operating profit (e.g., 
$2,300) would favor bond financing in terms 
of earnings considerations. 

Now assume the imposition of a 50 per cent 
corporate income tax which cuts earnings per 
share into half. On the hypothesis that price- 
earnings ratios are largely independent of the 
corporate income tax, this reduction in earn- 
ings would cause stock prices to fall. In the 
limiting case where the price-earnings ratios 
remain unchanged, the above business would 
have to increase its stock from one thousand 


TABLE 3 


Effect of Corporate Income Tax on “Break-Even Operating Profit” 
(A) Pre-Tax; After Expansion 
(Break-Even Operating Profit = $2,000) 


Common Common Common 
.. Debt Stock Debt Stock Debt Stock 
Financing Financing Financing Financing’ Financing Financing 
Operating Profit ............. $ 1,700 $ 1,700 $ 2,000 $2,000 $ 2,300 $ 2,300 
Operating Profit Less Interest . $ 700 $ 1,700 $ 1,000 $ 2,000 $ 1,300 $ 2,300 
Number of Common Shares .. 1,000 2,000 1,000 2,000 1,000 2,000 
Earnings per Common Share .. $ 0.70 $ 0.85 $ 1.00 $ i .0O0 $ 1.30 $ 1.15 
(B) After Tax and Expansion 
(Break-Even Operating Profit = $1,500) 
Common Common Common 
Debt Stock Debt Stock Debt, Stock 
Financing Financing Financing Financing Financing _‘ Financing 
Operating Profit ............. $ 1,300 $ 1,300 $ 1,500 $ 1,500 $ — $ 1,700 
Taxable Income ............. $ 300 $ 1,300 $ 500 $ 1,500 $ 7 $ 1,700 
Operating Profit 
Alter 50% Tax ....0i6000% $ 150 $ 650 $ 250 $ 750 $ 350 $ 850 
Number of Common Shares .. 1,000 3,000 1,000 3,000 1,000 3,000 
Earnings per Common Share .. $ 0.15 $ 0.22 $ 0.25 $ 0.25 $ 0.35 $ 0.28 


* Based on assumptions in the text. 


Table 3 shows, if operating profit is exactly 
$2,000 after expansion, common stock finan- 
cing and bond financing both result in the 
same per share earnings ($1) to existing stock- 


*The “break-even operating profit” is defined as 
~ that level of operating profit (before tax) at which 
common stock financing and bond financing both 
result in the same earnings per share to existing stock- 
holders. 
* Quantitatively, the break-even operating profit, 
X, is given by the ae formula: 


x= I 
b—a 
where “a” stands for the number of common shares 
before expansion; “b” the total number of shares 
under the alternative of common stock financing; and 
“TI” the added interest expense under the alternative 
of bond financing. 
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shares to three thousand shares in order to 
raise the needed capital for expansion. Under 
these new conditions, the break-even operating 
profit between common stock and bond finan- 
cing drops from $2,000 to $1,500. (See Part 
B of Table 3). This means that now expected 
operating profit (before tax) only has to be 
$1,500* (as compared with $2,000* under the 
pre-tax situation) to make debt a more profit- 
able method of financing the expansion. 

Thus, it is seen that to the extent the tax 
is not shifted, the corporate income tax “dis- 
courages equity financing through its adverse 
effect on stock prices, which in turn reduces 
the number of situations in which stock finan- 


cing is possible without dilution [of earn- 
ings. 


IV. Summary and Conclusions 


Statistics show that the principal sources of 
corporate financing during 1946-1955 were 
new debt issues, depreciation, and retained 
earnings. Common stock played a relatively 
insignificant role. On the basis of such evi- 
dence, some writers asserted that the Ameri- 
can economy was suffering from a severe short- 
age of venture capital. 

This paper, while it does not test the hy- 
pothesis of capital shortage, does demonstrate 
that it was an oversimplification of facts to 
explain the observed preponderance of debt 
issues over common stock issues purely in 
terms of the supply of venture capital. For 
the important forces of corporate income tax 
and the low interest rate were operative on the 
demand side to make common stock financing 
less attractive than borrowing. 


*Smith, of. cit., p. 225. 


Finally, the postwar pattern of corporate 
financing, while explicable in terms of supply 
and demand factors, does raise the broader 
question of whether a free enterprise economy 
relying very heavily on retained earnings for 
new equity capital is able to function efficient- 
ly in the long run. To be more specific, if re- 
tained earnings should drop, will the potential 
supply of venture capital be adequate (1) to 
sustain a high rate of economic growth and 
(2) to maintain a healthy degree of competi- 
tion? To answer this question adequately 
calls for a major investigation to determine 
(1) the prospective over-all corporate capital 
requirements, both for the industrial giants 
and for the large number of small and medium- 
sized ventures, and (2) the extent to which 
these requirements should be satisfied by new 
common stock financing. Then, and only then, 
is it possible to appraise the extent and sever- 
ity of venture capital shortage (if there is a 
shortage) in relation to the needs of the 
economy. 


A NEW BOOK ON BUSINESS MANAGEMENT 


Readers of the Review will recall an article by Charles C. Gibbons, “Employee Atti- 
tudes and Productivity,” which appeared in the November, 1953 issue. This article is one 
of 27 chapters in a new book, Business Action in a Changing World, edited by Henry C. 
Thole and Dr. Gibbons. The two editors presented some of their introductory material 
in their article, “Managing for Tomorrow,” which appeared in our July, 1956 issue. é 

The chapters in the new book are by 23 authors, including Douglas McGregor, 
Peter F. Drucker, Erwin H. Schell, Sumner Slichter, John Diebold, Robert V. Roosa, 
Joel Dean, and others. The chapters are grouped under four headings: I. Changes 
Facing the Manager of Tomorrow; II. Adjusting to Changing Conditions; III. Manage- 
ment Action in Specific Areas; and IV. The Guaranteed Annual Wage and Business 
Stabilization. 

Henry C. Thole and Charles C. Gibbons, Business Action in a Changing World, 
published by Public Administration Service, 1313 East Sixtieth Street, Chicago 37, 
Illinois; 313 pp., $5.00. 
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INDUSTRIAL RELATIONS 
1956 Series 


This book contains twelve addresses of outstanding merit which were presented 
recently before conferences of business executives in four Michigan industrial 
centers. The addresses deal with the following topics, selected by the conference 
members themselves as being of current importance: 


1. Improving Teamwork Within the Management Group 
ROBERT E. LEWIS, President 
Argus Cameras, Inc. 
2. improving Teamwork Within the Management Group 
Dr. EDMUND P. LEARNED, Professor of Business Administration 
Harvard University, School of Business Administration 
3. Improving Teamwork Within the Management Group 
CHARLES V. DUNHAM, Partner 
Rohrer, Hibler & Replogle, Consultant Psychologists 
4. Executive Appraisal and Inventory 
HAROLD MAYFIELD, Assistant Director of Industrial Relations 
Owens-Illinois 


Dr. O. A. OHMANN, Assistant to the President 
The Standard Oil Company (Ohio), Cleveland, Ohio 
6. Management Development Methods 
WILLIAM F. WRIGHTNOUR, Assistant to Vice President, Tire Division 
United States Rubber Company, New York 
7. Foreman Training Needs and Methods i + 
HOWARD F. SHOUTS, Supervising Personnel Assistant—Training 
Detroit Edison Company 
8. The Current Industrial Relations Problem 
LEMUEL R. BOULWARE, Vice President 
General Electric Company, New York 
9. Obtaining Employee Acceptance of Production Standards 
CARL T. DUNN, Vice-President 
Albert Ramond and Associates 
10. Building a Responsible Workforce 
EARL R. BRAMBLETT, Labor Relations Staff 
General Motors Corporation, Detroit 
11. The Foreman’s Part in a Comunications System 
PRESTON S. PARISH, Production Superintendent 
The Upjohn Company 
12. The New Labor Agreements in the Automobile industry 
JOHN J. DEMOTT, JR., Industrial Relations Analysis Department 
Ford Motor Company 


The price of this book is $3.50 pestpaid—170 pages, lithoprinted, paper bound. 
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ADVANCED MANAGEMENT TRAINING _ 4. 
FOR BUSINESS MEN 


| EXECUTIVE DEVELOPMENT PROGRAM 
School of Business Administration f 
University of Michigan Masia 
June 23 ‘This Program, first offered and successfully conducted in 1954, is 


to designed for men of recognized capacity who now hold positions at or _ 
July 19 just below the general management level. Each participant should have 


had a considerable amount of experience and executive responsibility. . 
Previous formal education is not a requirement for admission; 
openmindedness and intellectual curiosity are more important factors 
in determining a man’s suitability for enrollment. 
The basic objective of the Program is to broaden the understanding 
and appreciation of business functions and of economic forces which 
| influence all types of industries. This Program is designed to aid the 
| participant through: 
Big Increasing his knowledge and appreciation of business functions and 
operations in fields other than his own specialization; 


Bee Improving his ability to analyze and solve business problems from 
the viewpoint of his Company as a whole; 

Rigo Enlarging his understanding of the important economic and social 
forces which affect the environment in which the modern corporation 
operates; | 

Egos Stimulating his continued study of the American economy and of 
busi iministrati 

The Study Program includes the following subjects, each led by a 

leading authority: : 

Business Conditions Human Relations in Management 4 

Economics Marketing Management 

It is expected that enrollees will be sponsored by their companies. 

For additional information, write to: © 


CHARLES N. DAVISSON 
_ Director, Executive Development Program 


School of Business Administration 
University of Michigan Ann Arbor 
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